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The  Senate  Committee  on  Ways  and  Means  recommends  that 
legislation  be  enacted  establishing  a  permanent  Balanced  Budget 
Reserve  (BBR)  Fund  to  provide  fiscal  stability  for  the  Common- 
wealth.  A  revenue  capping  mechanism  would  be  created  to  reserve 
funds  for  the  BBR  Fund.   Once  the  amounts  in  the  BBR  Fund  reach 
five  percent  of  the  amount  of  tax  revenues,  then  tax  abatements 
would  be  allowed  for  income  tax  payers.   The  state  tax  abatements 
would  be  sufficient  to  reduce  unwarranted  expenditure  increases 
while  maintaining  enough  state  tax  revenues  to  fund  essential 
state  programs.   If  the  Committee's  proposed  tax  revenue  cap/BBR 
Fund  had  been  in  effect  since  FY  1977,  approximately  $600  million 
would  have  been  returned  to  the  taxpayers  by  the  end  of  FY  1987 
and  $780  million  would  have  been  transferred  to  the  BBR  Fund. 

The  Committee  proposes  these  fiscal  changes  for  the 
Commonwealth  as  an  alternative  to  other  revenue  cap  legislative 
proposals  that  are  currently  being  advocated.   One  such  proposal 
is  included  as  an  initiative  petition  which  may  be  presented  to 
the  voters  next  November.   Another  proposal  is  part  of  the  House 
engrossed  budget  for  FY  1987  (House,  No.  5601).   Both  the  ini- 
tiative petition  (IP)  tax  cap  and  the  House  engrossed  (HE)  reve- 
nue cap  would  permanently  cut  hundreds  of  millions  from  the 
state's  tax  base. 
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If  the  IP  cap  had  been  in  effect  since  FY  1977 ,  a  total  of 
$1.8  billion  would  have  been  cut  from  taxes.   The  HE  cap  is  even 
more  drastic;  it  would  have  taken  $2.56  billion  out  of  the  state 
budget  -  $2.0  billion  in  tax  cuts  and  $560  million  in  transfers 
to  a  stabilization  fund.   (See  Table  1.) 

These  are  deficit  creating  tax  cuts.   For  example,  for  FY 
1986,  when  the  state's  surplus  has  been  projected  at  approxi- 
mately $500  million;  the  IP  cap  would  (if  started  in  FY  1977) 
send  back  $690  million.   From  FY  1978  to  FY  1985,  the  total  con- 
solidated net  surplus  of  the  Commonwealth  was  $7  62  million  but 
the  IP  cap  would  have  cut  taxes  by  $1,074.9  and  the  HE  cap  would 
have  slashed  $1,204  million  in  tax  abatements  during  the  same 
time  span. 

The  Committee  believes  that  it  should  not  adopt  a  fiscal 
limit  which  will  disrupt  the  finances  of  the  Commonwealth  over 
time.   The  proposed  IP  cap  and  HE  cap  represent  the  same  threat 
to  state  finances  which  the  supply-side  income  tax  cuts  have  had 
on  the  federal  budget.   Both  approaches  lead  to  unacceptable 
budget  deficits  and  eviscerated  government  programs. 

The  Committee  instead  proposes  a  program  with  the  following 
features: 

(1)  a  strict  requirement  for  a  balanced  state  budget, 

(2)  the  creation  of  the  Balanced  Budget  Reserve  Fund,  and 

(3)  the  establishment  of  the  State  Tax  Abatement  Reserve 
(STAR)  Fund  to  provide  moderate  levels  of  tax  relief. 
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TABLE  1 


COMPARISON  OF  THE  INITIATIVE  PETITION  (IP)  CAP 
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THE  HOUSE  ENGROSSED  (HE)  CAP,  AND  THE  PROPOSED 
SENATE  WAYS  AND  MEANS  CAP 
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As  background  for  its  balanced  budget  proposal,  the  Committee 
has  analyzed  various  types  of  fiscal  limitations  that  can  be 
implemented,  the  types  of  fiscal  limitations  that  exist  in  other 
states,  and  the  likely  impact  on  state  finances  that  would  result 
from  the  establishment  of  either  the  IP  or  the  HE  cap.   The 
Committee  recommends  a  more  moderate  approach  which  will  curb 
expenditure  expansion,  ensure  a  balanced  budget,  and  provide  tax 
relief  in  years  with  large  revenue  increases. 
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THE  FISCAL  PROFILE  OF  MASSACHUSETTS 

In  order  to  discuss  the  types  and  effects  of  statutory  fiscal 
limits,  it  is  necessary  to  have  a  basic  understanding  of  the 
makeup  of  the  state's  fiscal  structure.   The  fiscal  status  of  the 
state  is  usually  presented  in  a  financial  statement.   The 
Commonwealth's  financial  statement  is  analogous  to  the  income 
statement  of  a  private  company.   It  measures  the  amounts  of  reve- 
nues and  expenditures  into  and  out  of  the  various  funds  of  the 
Commonwealth.   The  Commonwealth  has  14  budgetary  funds.   The 
undesignated  fund  balance,  which  is  calculated  by  subtracting 
expenditures  from  revenues,  and  adding  the  difference  to  the 
pr-ior  year's  budgetary  funds  balance,  is  commonly  known  as  the 
"surplus. " 

The  revenues  of  the  Commonwealth  are  derived  from  four 
sources: 

(1)  taxes, 

(2)  federal  reimbursements, 

(3)  departmental  revenues,  and 

(4)  transfers  from  non-budget  funds. 

The  Commonwealth  has  13  major  taxes,  of  which  the  income  tax 
(48%),  the  sales  tax  (23%),  and  the  corporate  excise  (11%) 
account  for  over  80  percent  of  the  total  tax  revenues  of  the 
Commonwealth.   These  three  taxes,  because  of  their  tendencies  to 
increase  each  year,  are  known  as  "growth  revenues."   Under  state 
law,  40  percent  of  these  growth  revenues  are  dedicated  to  the 
Local  Aid  Fund  in  each  fiscal  year. 
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Overall,  taxes  represent  about  75  percent  of  the  revenues  of 
the  Commonwealth.   Federal  reimbursements,  which  are  contingent  on 
appropriate  state"  expenditures,  account  for  12  percent  of  reve- 
nues.   Departmental  revenues,  such  as  college  tuitions,  motor 
vehicle  license  fees,  state  park  entrance  fees,  and  certain 
retained  departmental  revenues  provide  about  eight  percent  of  the 
revenues.   Finally,  about  five  percent  of  revenues  represent 
transfers  from  non-budget  items  to  budget  funds. 

The  revenues  are  allocated  to  the  14  different  budgetary 
funds.   The  three  major  funds  are  the  General  Fund  (64%),  Local 
Aid  Fund  (29%),  and  the  Highway  Fund  (5%)  which  represent  over  98 
percent  of  the  budget  activity. 

On  the  expenditure  side  of  the  budget,  a  distinction  should 
be  made  between  appropriations  and  expenditures.   Appropriations 
really  represent  ceilings  authorized  by  the  General  Court  of 
expenditures  by  state  agencies.   Expenditures  are  the  actual 
budget  outlays  by  state  agencies.   Other  types  of  expenditures 
include  transfers  out  of  budgetary  funds,  such  as  transfers  to 
pension  reserves.   Finally,  certain  expenditures,  such  as  for 
debt  service  can  be  made  without  a  special  appropriation. 
Expenditures  are  charged  to  the  various  budgetary  funds  of  the 
Commonwealth. 
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State  Fiscal  Limitation  Concepts 

The  Commonwealth's  finances  are  controlled  through  the 
complex  interrelationships  of  several  state  administrative  agen- 
cies and  the  General  Court.   The  Massachusetts'  Constitution, 
particularly  in  Amendment  Article  63,  establishes  the  state's 
basic  fiscal  and  budgetary  framework.   The  General  Court  has 
enacted  the  statutory  details  of  the  fiscal  picture,  particularly 
in  Chapter  29  of  the  General  Laws,  and  appropriates  monies  each 
year  to  be  used  by  state  agencies.   Overseeing  state  agency 
spending  are  the  Budget  Bureau,  the  Comptroller's  Office,  the 
Governor's  Council,  the  State  Treasurer,  and  the  State  Auditor. 

The  revenues  of  the  Commonwealth  are  established  through 
laws  enacted  by  the  General  Court.   Taxes  are  collected  by  the 
Department  of  Revenue  in  accordance  with  the  rates  and  principles 
established  by  such  laws.   Fees  for  state  services  are 
established  by  the  Secretary  of  Administration  and  Finance.   All 
revenues  are  received  by  the  State  Treasurer. 

Fiscal  limitation  proposals  are  really  attempts  to  put  simple 
limits  on  this  complex  structure  of  state  finance.   Fiscal 
limits  can  be  sorted  into  three  categories: 

(1)  revenue  caps, 

(2)  expenditure  caps,  and 

(3)  surplus  caps. 
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Care  should  be  taken  in  discussing  fiscal  limitations  to  be  clear 
as  to  the  type  being  considered.   The  rationale  for  and  the  prac- 
tical effect  of  each  of  the  various  kinds  of  fiscal  limitations 
differ  considerably  from  one  another. 

The  basic  theory  of  a  fiscal  limitation  is  to  limit  the 
growth  of  all  or  part  of  the  financial  statement  to  some 
"rational"  amount  each  year.   The  rational  amount  can  be  fixed  or 
variable.   The  two  tax  caps  currently  being  proposed  would  have 
a  variable  limit:   the  percent  increase  would  be  equal  to  the 
three  previous  years'  average  growth  of  wages  and  salaries  in  the 
Commonwealth.   If  wages  and  salaries  had  been  growing  rapidly, 
then  tax  revenues  would  be  allowed  to  grow  quickly  also.   The 
actual  rate  would  be  equal  to  an  estimate  of  the  growth  of  wages 
and  salaries  as  calculated  by  the  Bureau  of  Economic  Analysis 
(BEA)  of  the  United  State  Department  of  Commerce.   The  wage  and 
salary  estimate  of  the  BEA  is  often  changed  as  additional  data 
are  developed,  but  the  current  tax  cap  proposals  (IP  &  HE)  would 
not  allow  subsequent  adjustments  to  be  used. 

Once  the  allowable  growth  rate  is  established,  it  can  then 
applied  to  a  portion  of  the  state's  fiscal  structure:   revenues, 
expenditures,  or  surplus. 

1.   Revenue  Caps:   Revenue  caps  may  be  applied  to  any  or  all 
of  the  components  of  the  revenue  side  of  the  state's  financial 
statement.   For  example,  they  can  apply  to  taxes  alone,  or  to 
taxes  and  fees,  or  to  all  revenues.   Also,  revenues  from  various 
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funds  may  be  brought  under  or  excluded  from  a  cap.   For  example, 
federal  grants  funds  can  be  included  under  a  cap.   Such  a  revenue 
cap  would  then  be  sensitive  to  reduction  in  federal  assistance, 
i.e.,  this  revenue  cap  would  allow  the- state  to  make  up  for 
federal  cuts  without  being  overridden  or  violated. 

An  important  advantage  of  a  revenue  cap  is  the  fact  that 
there  is  usually  little  disagreement  with  the  amounts  of  revenue 
received.   Since  over  three-quarters  of  revenues  are  collected  by 
a  single  agency,  the  Department  of  Revenue,  the  accounting  of 
revenues  is  much  simpler  than  that  of  expenditures,  which  are 
made  by  dozens  of  agencies.   Although  the  amount  of  revenue 
collections  within  a  fiscal  year  can  be  manipulated  by  shifting 
the  date  of  collection  of  revenues  by  a  day  or  two  to  increase  or 
decrease  collections  in  a  given  fiscal  year  -  at  least  the  amount 
of  revenues  is  generally  known  and  agreed  to  within  a  few  weeks 
of  the  close  of  a  fiscal  year.   Hence,  whatever  cap  calculation 
may  be  required  can  be  accomplished  in  a  timely  fashion. 

2.   Expenditure  Caps;   Expenditure  caps  may  be  applied  to 
either  appropriations  or  expenditures.   The  main  problem  with 
such  caps  is  that  expenditures  and  appropriations  are  difficult 
to  monitor.   It  is  relatively  easy  to  structure  the  expenditure 
side  of  the  state  budget  so  that  appropriations  and  expenditures 
might  not  appear.   Budget  devices  which  have  this  result  include 
PAC's  (prior  appropriation  continued),  use  of  bond  revenues  for 
operating  expenses,  revenue  retention  accounts,  and  shifting  from 
federal  reimbursements  (on-budget)  to  federal  grants 
(off -budget) . 
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In  addition,  agencies  are  routinely  allowed  to  encumber  funds 
following  a  fiscal  year  which  then  can  be  spent  for  up  to  six 
months.   Hence,  the  actual  amount  of  expenditures  is  not  known 
until  the  following  fiscal  year  is  more  than  half  completed. 

Expenditures  caps  are  also  difficult  to  enforce  because  there 
are  so  many  agencies  signing  contracts  and  spending  money.   Thus, 
expenditure  caps  can  set  up  a  situation  in  which  agencies  are 
racing  with  each  other  to  spend  the  last  dollar  before  the  cap- 
generated  "curtain"  comes  down. 

Finally,  it  is  difficult  to  remedy  the  situation  in  which 
expenditure  caps  are  violated.   How  does  one  "unspend"  money? 
Once  a  service  has  been  rendered  to  the  state,  it  is  obligated  to 
remit  payment  therefor.   In  contrast,  a  revenue  cap  violation  can 
be  fixed  rather  simply:   tax  refunds  can  be  given  or  excess  reve- 
nues can  be  set  aside  in  some  kind  of  special  fund. 

Thus,  fiscal  limitations  on  expenditures  are  difficult  to 
establish,  enforce,  or  remedy.   The  present  system  of  limits  set 
by  line-item  appropriations  and  management  controls  are  much  more 
practical  ways  of  setting  reasonable  fiscal  limits. 

3.   Surplus  Caps:   A  surplus  cap  limits  the  amount  of  funds 
available  after  the  financial  books  are  closed  at  the  end  of  the 
year.   At  first  impression,  such  caps  appear  both  practical  and 
attractive:   they  require  a  state  with  excess  revenues  over 
expenditures  to  return  part  of  the  "profit"  to  the  taxpayers  as  a 
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dividend.   Surplus  caps  seem  practical  because  they  only  return 
to  taxpayers  monies  which  the  Commonwealth  does  not  need.   They 
are.  attractive  because  they . represent  a  way  for  taxpayers  to 
share  in  the  good  fortune  of  the  state. 

However,  surplus  caps  are  really  a  less  effective  method  of 
fiscal  limitation  than  either  revenue  or  expenditure  caps. 
First,  because  a  surplus  must  be  calculated  by  using  both  reve- 
nues and  expenditures,  a  surplus  cap  suffers  from  most  of  the 
problems  that  have  been  cited  above  relative  to  both  revenues  and 
expenditures.   Second,  and  probably  more  important,  a  surplus 
cap  sets  up  perverse  incentives  for  the  state.   For  example,  if 
faced  by  a  surplus  cap,  the  state  government  could  defeat  it 
merely  by  excessive  expenditures.   Also,  from  a  fiscal  point  of 
view,  reasonable  or  even  large  surpluses  are  not  harmful  to  a 
state.   Surpluses  provide  the  kind  of  "cushion"  which  a  state 
might  need  to  prevent  a  hard  fall  during  an  economic  down  turn. 
Such  reasonable  surpluses  are  viewed  favorably  by  bond  rating 
agencies  and  other  private  financial  institutions.   Hence,  the 
establishment  of  a  surplus  cap  can  have  a  completely  counter- 
productive impact  on  a  state's  fiscal  health. 

However,  if  one  were  to  establish  a  surplus  cap,  one  has  to 
distinguish  between  two  types:   one  which  rebates  excess  sur- 
pluses to  the  taxpayers  and  one  which  invests  excess  surpluses 
into  some  kind  of  reserve  or  "rainy  day"  fund. 
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The  establishment  of  a  rainy  day  fund  in  conjunction  with  a 
surplus  cap  avoids  many  of  the  fiscal  problems  that  could  occur 
if  the  excess  surplus  were  rebated.   The  rainy  day  fund  provides 
a  financial  cushion  that  would  be  available  if  state  revenues 
failed  to  meet  projected  levels.   The  use  of  rainy  day  funds  are 
normally  limited  by  statute  to  a  particular  set  of  financial  cir- 
cumstances where  the  state  can  be  viewed  as  needing  access  to 
more  funds.   Thus,  rainy  day  funds  would  not  be  available  merely 
to  expand  the  expenditure  base.   The  Legislature's  use  of  such 
funds  would  be  limited.   A  large,  unallocated  surplus,  on  the 
other  hand,  could  be  appropriated  at  any  time  by  the  legislature 
for  any  public  purpose. 

Although  rebating  excess  surplus  funds  would  restrict  the 
legislature's  appropriation  power,  this  is  too  strong  a  remedy. 
There  are  times,  particularly  in  difficult  economic  years,  when 
additional  revenues  for  appropriation  are  desperately  needed. 
The  rebating  of  surpluses  eliminates  this  type  of  fiscal 
insurance.   Hence,  it  is  more  responsible  to  invest  any  excess 
monies  into  a  rainy  day  fund. 

EXISTING  FISCAL  LIMITATIONS 
Fiscal  Limits  in  Other  States 

Presently,  there  are  numerous  fiscal  limitations  which  exist 
in  the  various  states.   For  example,  49  states  have  balanced 
budget  requirements.   These  can  be  viewed  as  "negative"  surplus 
caps   -  no  deficits  in  state  financial  balances  are  allowed. 
This  requirement  does  not  apply  to  the  state  of  Vermont,  nor  to 
the  budget  of  the  United  States  government. 
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Eighteen  states  have  fiscal  limitations  applicable  to  state 
finances.   Twenty-one  states  have  limitations  on  the  growth  of 
the  local  property  tax  levy.   Of  these  states,  ten  have  both 
types  of  limitations.   Of  the  eighteen  states  with  state  fiscal 
limitations,  twelve  place  the  limit  on  expenditures  or 
appropriations.   The  other  six  limit  the  growth  of  revenues. 
Massachusetts,  of  course,  has  a  property  tax  levy  limit  but  no 
such  current  limit  on  state  finances. 

The  popularity  of  these  limits  is  greatest  in  the  West,   of 
the  15  States  in  the  Rocky  Mountain  region  and  farther  west,  80 
percent  have  state  fiscal  limitations  and  53  percent  have  local 
tax  levy  limits.   In  the  other  35,  more  easterly,  states,  17  per- 
cent have  state  fiscal  limitations  and  37  percent  have  local  levy 
limits. 

It  should  be  noted  that  24  states  have  established  "rainy 
day"  funds  to  set  aside  monies  for  future  fiscal  needs.   This 
fiscal  limitation,  therefore,  has  greater  acceptance  than  do 
revenue  or  expenditure  caps.   Only  nine  states  have  both  a  cap 
and  a  rainy  day  fund.   Massachusetts  currently  has  neither  type 
of  limitation. 

Massachusetts'  Proposition  2\ 

Chapter  580  of  the  Acts  of  1980,  passed  by  the  voters  on 
November  4  of  that  year,  established  a  revenue  limitation  on 
cities,  and  towns,  restricting  their  powers  to  raise  taxes  upon 
real  estate  and  personal  property.   The  maximum  tax  rate  was  set 
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at  2\   percent  of  the  full  and  fair  cash  valuation  of  such  pro- 
perty or  the  tax  rate  in  effect  in  FY  1979,  whichever  was  lower. 
Communities  above  these  limits  were  required  to  meet  these  limits 
by  reducing  their  levies  by  15  percent  per  year.   In  addition, 
the  total  levy  (except  for  new  construction)   was  limited  so  that 
it  could  increase  by  only  2\   percent  per  year.   Hence,  as  pro- 
perty values  increased,  the  tax  rates  in  communities  would  be 
forced  downward  whenever  inflation  in  property  values  exceeded  2\ 
percent.   The  recent  surge  in  housing  prices  are  having  a  drama- 
tic impact  in  lowering  local  tax  rates. 

The  Proposition  2\   local  revenue  limitation  is  applicable 
only  to  two  types  of  taxes:   real  property  and  personal  property 
excise.   Other  sources  of  revenues,  such  as  fees,  federal 
assistance,  state  aid,  and  local  option  taxes  are  not  under  the 
limitation.   This  cap,  since  it  applies  to  the  largest  source  of 
revenue,  is,  nevertherless,  very  powerful.   In  FY  1981,  the  year 
before  the  major  impact  of  Proposition  2\ ,  local  property  taxes 
represented  nearly  60  percent  of  local  revenues.   However, 
Proposition  2\   reduced  this  share  of  revenues  for  local  govern- 
ments from  property  taxes  to  48.5  percent  by  FY85.   This  reduc- 
tion was  caused  by  the  fact  that  the  tax  levies  decreased  by  over 
$200  million  during  that  time,  or  a  6.6  percent  decrease.   Hence, 
Proposition  2\   was  very  effective  in  cutting  property  taxes. 
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Despite  these  large  cuts  in  property  taxes,  city  and  town 
governments  have  survived  through  a  combination  of  the  following 
three  mechanisms:   (1)  decreased  spending  due  to  greater  effi- 
ciencies or  reduced  services,  (2)  increases  in  collections  of 
non-tax  revenues  from  fees  and  other  sources,  (3)  and  increases 
in  state  assistance.   From  FY  1981  to  FY  1985,  spending  increased 
only  11.4  percent  (about  $650  million)  local  collections  of  non- 
tax revenues  increased  28.9  percent  (about  $225  million)  and 
local  aid  from  the  state  increased  64.1  percent  (about  $730 
million) . 

Hence,  it  is  clear  that  cities  and  towns  were  able  to  survive 
the  constraints  of  Proposition  2\   because  of  very  large  increases 
in  state  aid.   Increases  in  state  aid  came  at  the  expense  of 
state  funded  programs.   During  the  FY  1981  -  FY  1985  time  period, 
state  spending  for  state  purposes  increased  at  34.5  percent  - 
about  half  the  rate  of  local  aid  increases  (64.1  percent).   The 
continued  viability  of  local  governments  under  Proposition  2\ 
will  continue  to  be  dependent  on  large  increase  in  local  aid.   In 
FY  1987,  the  estimated  "Cherry  Sheet"  receipts  increase  is  $332.9 
million  -  a  record  increase  of  16.4  percent  and  also  greater  than 
the  average  growth  from  FY  1981  -  FY  1986  (13.2  percent).   In 
order  for  this  growth  in  local  aid  to  continue,  the  revenues  of 
the  Commonwealth  will  also  need  to  show  sustained  growth. 
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Gramm-Rudman -Hoi lings 

As  a  fiscal  institution  the  federal  government  has  lacked 
serious  fiscal  controls.   Since  it  literally  can  print  money,  it 
has  not  seen  the  need  to  have  a  balanced  budget.   No  law  requires 
a  balanced  budget.   It  has  made  no  distinctions  between  capital 
and  operating  expenses  and  has  borrowed  money  for  both.   It  has 
had  neither  revenue  nor  expenditure  caps  and  has  not  set  aside 
monies  into  a  rainy  day  fund. 

In  1985,  Congress  finally  was  successful  in  enacting  the 
Balanced  Budget  and  Emergency  Control  Act  (also  known  as 
Gramm-Rudman-Hollings  (GRH))  to  establish  a  balanced  budget  by 
federal  FY  1991.   GRH  established  maximum  levels  of  deficits  that 
could  not  be  exceeded.   The  "unbalanced  budget"  is  to  be  phased 
out  during  that  time  period.   In  FY  1987,  for  example,  the 
federal  deficit  is  not  to  exceed  $144  billion  -  although  there  is 
a  $10  billion  margin  of  error  allowed.   Hence,  GRH  can  be  viewed 
as  a  "negative  surplus  cap"  -  the  only  cap  of  its  kind  that  pre- 
sently exists  in  the  United  States. 

GRH  represents  a  statement  by  Congress  that  it  has  been 
unable  to  act  as  it  was  intended  -  to  allocate  the  resources  of 
the  country  in  a  responsible  manner.   Hence,  GRH  established  a 
system  of  automatic  cutbacks  called  "sequestration,"  in  which  the 
Comptroller  General  determines  how  much  of  appropriated  monies 
will  not  be  expended  so  that  the  maximum  deficit  targets  can  be 
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met.   In  effect,  Congress  has  delegated  its  expenditure  decision- 
making authority  to  a  single  bureaucrat.   With  the  aid  of  com- 
puters, the  decisions  on  cuts  are  made  on  a  uniform  basis  in  all 
non-exempt  areas. 

A  federal  district  court  recently  held  that  the  delegation  of 
this  authority  to  the  Comptroller  General  is  unconstitutional. 
However,  it  stayed  the  order  until  an  appeal  could  be  decided  by 
the  United  States  Supreme  Court.   The  first  round  of  GRH  cuts, 
scheduled  for  March  1,  1986,  have  gone  into  effect. 

Proposals  for  a  Massachusetts  Tax  Cap 

Two  similar  tax  cap  proposals  are  being  publicly  debated. 
One  is  part  of  an  initiative  petition  tax  (IP)  cap  sponsored  by 
the  Citizens  for  Limited  Taxation.   A  second  is  contained  in  the 
House  engrossed  (HE)  budget  proposal  (House,  No.  5601).   The  IP 
cap  sets  an  absolute  limit  on  state  tax  revenues,  which  methodi- 
cally reduces  the  allowable  level  of  taxes.   The  HE  proposal  is 
similar  in  most  respects,  but  is  more  complicated  in  that  it  also 
considers  the  impact  of  the  Commonwealth's  surplus.   Since  the 
most  powerful  aspect  of  both  the  IP  and  the  HE  caps  is  the  same, 
the  Committee  has  reviewed  the  two  proposals  together. 

The  key  to  these  proposals  is  the  establishment  of  an  artifi- 
cial limit  on  tax  revenues  known  as  "allowable  tax  revenues" 
(ATR) .   ATR  is  calculated  by  increasing  the  prior  year's  ATR  by 
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an  allowable  tax  growth  factor.   The  allowable  growth  factor  has 
been  chosen  in  these  two  proposals  to  be  the  average  growth  of 
wages  and  salaries  over  the  last  prior  three  calendar  years  for 
which  the  requisite  data  are  available.   As  stated  earlier,  the 
wage  and  salary  data  are  compiled  by  the  Bureau  of  Economic 
Analysis  of  the  United  States  Department  of  Commerce.   The  wage 
and  salary  data  do  not  include  such  sources  of  income  as  transfer 
payments  (such  as  social  security  or  welfare)  and  unearned  income 
(such  as  interest  and  dividends.)  Incidentally,  all  other  states 
with  similar  ATR's  use  the  faster-growing  statistic  known  a  total 
personal  income.   The  growth  factor  is  then  multiplied  times  the 
ATR  from  the  previous  year  to  calculate  the  current  year  ATR. 
The  initial  ATR  is  equal  to  actual  tax  revenue  collections  of  the 
base  year.   In  subsequent  years,  actual  tax  revenue  collections 
are  irrelevant  to  the  calculation  of  the  ATR. 

Under  the  IP  plan,  the  amount  by  which  actual  tax  collections 
exceed  the  ATR  would  be  rebated  back  to  income  taxpayers  in  an 
amount  proportional  to  their  taxes  paid.   The  HE  cap  returns 
these  revenues  through  a  more  progressive  method  -  by  increasing 
the  personal  exemption  allowed  under  the  income  tax. 

The  IP  proposal  makes  no  special  exceptions  to  this  proce- 
dure for  debt  service  costs  (which  the  state  must  honor  or  cause 
irreparable  harm  to  our  capital  outlay  program)  or  for  events 
which  threaten  the  health  and  safety  of  the  Commonwealth's  citi- 
zens (such  as  a  repeat  of  the  1978  blizzard).   The  HE  proposal 
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only  protects  debt  service  on  notes  and  bonds  issued  prior  to 
June  30,  1986. 

The  IP  plan  also  includes  various  enforcement  mechanisms, 
such  as  review  by  the  state  Auditor  and  law  suits  by  Commonwealth 
citizens.   The  HE  only  provides  for  taxpayer  law  suits. 

Problems  with  the  Tax  Cap 

The  Committee  opposes  both  the  IP  and  HE  tax  caps  because 
they  represent  an  unwise  retreat  from  representative  government 
under  the  guise  of  providing  a  tax  cut  for  Commonwealth  citizens. 
These  tax  caps  are  really  a  mindless  method  of  allocating  limited 
state  resources  without  consideration  for  human  needs  and  con- 
cerns.  They  are  mechanical  tax  cuts.   In  addition,  the  Committee 
has  the  following  concerns  about  the  proposed  tax  cap: 

1.   The  tax  caps  are  really  a  double  limit.-   Presently,  the 
income  tax  is  limited  to  a  percent  of  taxable  income,  the  bulk  of 
which*  is  wages  and  salaries.   Hence,  the  income  tax  is  currently 
very  dependent  on  the  growth  in  wages  and  salaries.   Thus,  adding 
another  "cap*'  -  that  of  the  average  growth  in  wages  and  salaries 
over  the  prior  three  years  -  to  taxes  is  really  redundant.   If 
the  intention  is  to  limit  tax  growth  to  what  people  can  pay  -  we 
have  already  done  this.   As  incomes  increase,  taxes  increase.   As 
incomes  decrease,  taxes  decrease  (which  has  occurred  during  times 
of  economic  recession).   What  the  double  tax  cap  would  do  is  to 
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limit  tax  revenue  growth  in  two  ways:   (1)  if  current  year  wages 
and  salaries  (and  therefore,  tax  collections)  were  growing 
faster  than  the  earlier  three  year  average  growth  of  wages  and 
salaries,  the  average  would  determine  the  "cap"  on  collections 
and  (2)  if  current  year  wages  and  salaries  (and  therefore  tax 
collections)  were  growing  slower  than  such  three  year  average 
growth,  then  the  current  year  wages  and  salaries  would  limit  tax 
collections.   Hence,  under  the  these  proposals,  there  are,  in 
essence,  two  wages  and  salary  caps  and  state  revenue  collections 
would  always  be  limited  by  the  more  restrictive  one. 

2.   The  proposed  tax  cap  increases  the  likelihood  of  a  fiscal 
crisis.   The  proposed  tax  caps  have  the  effect  of  "racheting 
down"  on  the  amount  of  actual  tax  revenues  which  may  be  collected 
by  the  state.   The  ATR,  after  the  first  year,  is  based  on  the 
previous  year's  ATR,  not  on  actual  taxes  collected.   Proponents 
of  the  tax  cap  argue  that  this  results  in  a  "counter-cyclical" 
effect  in  which  state  expenditures  are  held  in  check  in  growth 
years  and  allowed  to  grow  in  during  economic  downturn.   Hence,  it 
is  argued,  the  tax  cap  merely  smooth  out  expenditure  growth,  but 
do  not  result  in  long-term  stunting  of  the  tax  base.   This  state- 
ment is  just  plain  wrong.   The  tax  caps  would  result  in  a  per- 
manent tax  cuts  and  would  limit  the  state's  ability  to  meet  its 
obligatations.   The  Committee  ran  several  computer  simulations 
which  assumed  that  the  tax  caps  were  in  effect  during  certain 
periods  in  the  past.   A  long-term/short-term  simulation  of  the  IP 
cap  was  run.   (See  Table  2. )    In  every  instance,  the  tax  cap 


TABLE  2.   COMPUTER  SIMULATION  OF  THE  EFFECT  OF  PROPOSED  TAX  CAP    -ftfl- 


ON  STATE  TAX  REVENUES 


\ctual  Tax 

Collections 

\ctual   % 

Cncrease 

3 -Year  Average 

iage  &   Salary 

Encrease 

allowable  Tax 

Revenues 

'jOSt  Tax 
Revenues 
Percent 
Revenue  Loss 


FISCAL  YEAR 
CAP  INITIATED 


1960 


1965 


$493M 
6.7% 

4.6% 
$442M 
($51M) 
(10.3%) 


FISCAL    YEAR 


1970 


1975 


1980 


$1.3B 
13.8% 

8.6% 
$630M 
($695M) 
(52.5%) 


$2. IB 
(0.6)% 

8.0% 
$907M 
($1.2B) 
(56.6%) 


$3.8B 
8.8% 

10.5% 

$1.3B 

($2.5B) 

(65.9%) 


1985 


$6.4B 
13.4% 

9.4% 
$2. IB 
($4.3B) 
(67.6%) 


\ctual  Tax 

Collections 

\ctual  % 

Increase 

3 -Year  Average 

tfage  &  Salary 

Increase 

\llowable  Tax 

Revenues 

I*os  t  •  Tax 
Revenues 
Percent 
Revenue  Loss 


1970 


\ctual  Tax 
Collections 
\ctual  % 
Increase 
3-Year  Average 
tfage  &  Salary 

Increase 

lllowable  Tax 

Revenues 

Lost  Tax 
Revenues 
Percent 
Revenue  Loss 


Actual  Tax 
Collections 
\ctual   % 
Increase 
3-Yea.r  Average 
fage  &   Salary 

Increase 

\llawable  Tax 

. Revenues 

Lost  Tax 
Revenues 
P-ercent 
Revenue  Loss 


1977 


1982 


$2. IB 

(0.6)% 

8.0% 
$1.9B 
($181M) 
(10.6%) 


$3.8B 

8.8% 

10.5% 

$2.7B 

($1.2B) 

(28.3%) 


$3.8B 

8.8% 

10.5% 
$3.7B 
($172M) 
(4.5%) 


$6.4B 

13.4% 

9.4% 
$4.4B 
($2. 0B) 
(31.7%) 


$6.4B 

13.4% 

9.4% 
$5.8B 
($583M) 
(9.1%) 


6.4B 
13.4% 

9.4% 

$6. 0B 
($406M) 
(6.3%) 


-/- 
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reduced  the  absolute  level  of  tax  collections  over  the  period  of 
the  study.   On  the  average,  the  tax  cap  lowered  collections 
from  1.4  percent  per  year  to  4.5.  percent  per  year.   This  is 
caused  by  the  fact  that,  on  average,  wages  and  salaries  have 
grown  slower  than  tax  collections  over  the  years. 

The  cumulative  impact  of  this  average  "drag"  on  tax  collec- 
tions can  be  considerable.   For  example,  if  the  IP  tax  cap  had 
been  in  place  since  FY  1960,  the  state,  as  of  FY  1985,  would  have 
lost  two-thirds  of  its  tax  revenue  -  an  amount  greater  than  the 
effect  of  repealing  both  the  personal  income  tax  and  the  cor- 
porate excise! 

-  The  danger  of  using  an  ATR  that  is  not  based  on  actual 
collections  is  most  clearly  seen  when  one  looks  a  years  of  econo- 
mic slowdowns.   For  example,  in  FY  1975  tax  revenues  actually 
decreased  (-0.6  percent)  -  the  only  time  this  has  occurred  in  the 
last  twenty-five  years.   Revenues  were  so  constrained  that  the 
state  faced  a  major  fiscal  crisis.   The  Commonwealth  made  serious 
cuts  into  the  expenditure  base  -  especially  in  human  service 
areas  -  and  enacted  a  large  tax  increase  (the  7.5  surtax  on  per- 
sonal income).   Would  the  IP  tax  cap  have  helped  the  situation? 

Under  the  IP  cap,  in  FY  1985  the  state  would  have  had  to  send 
back  more  than  $500  million  to  taxpayers  as  "excess  revenues". 
Hence,  the  IP  cap  would  have  continued,  in  a  mechanical  way, 
without  any  recognition  of  the  fiscal  crisis  of  the  state, 
thereby  exacerbating  the  problem. 
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The  IP  tax  cap  would  take  too  much  revenue  from  the  state's 
funds  in  the  Committee's  judgment.   Computer  simulations  per- 
formed by  the  Committee  indicate  that,  overtime,  staggering 
amounts  of  revenue  would  be  lost  over  by  the  state  under  the  IP 
cap.   The  amount  of  revenue  which  could  be  lost  by  the  state 
depends  on  the  length  of  time  that  the  cap  is  in  effect.   For 
example,  if  the  IP  cap  had  been  in  effect  since  FY  I960,  by  FY 
1985,  the  cap  would  have  cut  68  percent  of  the  FY  1985  tax  reve- 
nues -  a  change  which  is  greater  than  repealing  the  personal 
income  tax  and  the  corporate  excise!   The  impact  of  the  IP  cap 
would  be  cumulative.   Therefore,  caps  in  effect  for  shorter  time 
have  a  lesser,  significant  impact.   For  example,  if  the  IP  cap 
had  gone  into  effect  in  FY  1970,  by  FY  1985,  the  IP  cap  would 
have  been  cut  32  percent  from  actual  revenues  -  a  decrease  of 
$2.0  billion.   A  cap  initiated  in  FY  1977  would  have  reduced 
actual  revenues  by  about  nine  percent  for  a  tax  reduction  of 
about  $600  million.   Finally,  a  cap  begun  in  FY  1982  would  have 
reduced  tax  revenues  by  about  six  percent  or  about  $400  million. 
Hence,  in  each  instance  examined  by  the  Committee,  the  IP  tax 
would  not  have  countercycled  and  therefore  would  not  have  been 
beneficial  to  the  fiscal  stability  of  the  Commonwealth.   Instead, 
the  IP  cap  would  have  acted  as  a  permanent  tax  cut,  depressing 
the  Commonwealth's  revenues  in  both  good  and  bad  economic  times. 


-22- 

The  Committee  also  analyzed  the  IP  cap  and  the  HE  cap  over 
shorter  lenths  of  time:   the  impact  from  a  base  year  for  each  cap 
was  measured  up  to  FY  1987.   The  base  years  were  FY  1977,  FY 
1979,  FY  1981,  FY  1983,  and  FY  1985.   The  results  of  these  analy- 
ses are  shown  in  Tables  3  and  4.   In  two  of  these  simulations 
(base  years  FY  1977  and  FY  1979)  the  HE  tax  cap  gave  larger  tax 
cuts  than  the  IP  version.   If  the  transfers  to  the  stabilization 
fund  required  by  the  HE  cap  are  included,  then  in  every  simula- 
tion, the  HE  revenue  cap  eliminated  more  money  from  the  state 
budget  than  the  IP  tax  cap. 
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TABLE  3. 


Computer  Simulation  of  the  Impact  of  the 
IP  Tax  Cap,  FY  1977  -  FY  1987 


Tax  Abatements  ($  Millions) 


BASE 


FISCAL 


YEARS 


FY 

1978 

1979 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

TOTAL 

1977 

181.0 

30.4 

142.2 

0 

137.9 

0 

325.9 

257.5 

691.2 

5.1 

$1,771.1 

1979 

0 

0 

0 

0 

0 

210.5 

325.3 

0 

$   535.8 

1981 

0 

0 

157.9 

241.6 

503.5 

0 

$   903.0 

1983 

241.7 

249.6 

597.1 

0 

$1,061.4 

1985 

302.8 

0 

$   302.8 

S tabiliza t ion  Fund  Transfers  ( $  M i llions ) 


None. 
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TABLE  4 


Computer  Simulation  of  the  Impact  of  the 
HE  Revenue  Cap,  FY  1977  -  FY  1987 


Tax  Abatements  ($  Millions) 


BASE 


FISCAL 


YEARS 


FY 

1978 

1979 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

TOTAL 

1977 

215.0 

86.0 

107. .5 

64.5 

150.5 

21.5 

236.5 

322.5 

494.5 

301.0 

$1,409.5 

1979 

0 

0 

0 

0 

0 

193.5 

236.5 

301.0 

$   731.0 

1981 

21.5 

0 

21.5 

301.0 

236.5 

215.0 

$   795.5 

1983 

172.0 

322.5 

408.5 

0 

$   903.0 

1985 

193.5 

215.0 

$   408.5 

Stabilization  Fund  Transfers  ($  Millions) 


BASE 


FISCAL 


YEARS 


FY 

1978 

1979 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

TOTAL 

1977 

26.5 

204.1 

0 

0 

0 

22.9 

0 

0 

0 

309.8 

$   563.3 

1979 

20.2 

19.0 

3.3 

22.0 

0 

0 

243.9 

308.5 

$   594.9 

1981 

0 

22.1 

0 

0 

226.4 

308.5 

$   556.9 

1983 

0 

0 

63.0 

309.3 

$   372.3 

1985 

276.5 

308.3 

$   584.8 
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3.   The  IP  cap  does  not  provide  for  a  "rainy  day".   The  IP 
cap  establishes  an  arbitrary  number  known  as  "excess  tax  reve- 
nues" and  then  eliminates  this  amount  as  a  state  resource.   There 
is  no  attempt  to  save  any  money  for  .economic  hard  times.   It  is 
as  if  a  person  whose  wages  exceeded  his  current  needs  decided  to 
give  the  money  back  to  his  employer  rather  than  spend  it  because 
he  did  not  want  to  build  up  his  "expenditure  base".   A  more  pru- 
dent step  might  be  to  save  the  extra  money  for  the  day  when  he 
might  have  unexpected  expenditures  or  a  decrease  in  pay. 

The  HE  cap  does,  however,  establish  a  stabilization  fund  into 
which  excess  surplus  amounts  must  be  deposited.   While  this  is  an 
improvement  over  the  IP  cap,  the  HE  cap  has  a  serious  flaw.   The 
HE  stabilization  fund  deposit  is  supposed  to  occur  at  the  same 
time  as  other  "excess  revenues"  are  being  set  aside  for  tax  aba- 
tements.  By  having  the  stabilization  fund  and  the  tax  abatement 
act  on  parallel  tracks,  one  or  more  of  three  things  must  happen: 

(1)  there  will  actually  be  no  surplus; 

(2)  substantial  program  reductions  must  be  made;  or 

(3)  the  state  budget  will  run  large  deficits. 

It  is  impossible  to  predict  with  certainty  which  outcome  is  most 
probable.   However,  the  Committee  believes  that  the  tax  abatement 
provisions  are  likely  to  eliminate  virtually  any  surpluses  in  the 
future.   Hence,  the  stabilization  provisions  in  the  HE  cap  is 
likely  not  to  be  effective. 
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4.  The  IP  method  of  redistributing  tax  revenues  unfairly 
favors  the  rich.   Under  the  IP  plan,  excess  state  revenues  would 
be  returned  to  the  taxpayers  on  a  proportional  basis  to  the  per- 
sonal income  tax  payers.   Hence,  -the  wealthier  Massachusetts 
residents  who  pay  more  in  taxes  would  get  the  largest  tax 
rebates. 

This  way  of  redistributing  income  is  inconsistent  with  the 
Commonwealth's  tax  system.   Under  our  Constitution,  income  is 
subject  to  a  flat  tax  rate.   Reasonable  deductions  and  exemptions 
are  allowable.  Until  1984,  it  was  thought  that  these  deductions 
and  exemptions  must  be  uniform  for  all  income  categories.   In 
1984,  the  Supreme  Judicial  Court,  in  an  advisory  opinion, 
signaled  its  approval  for  exemptions  that  were  decreasing  over  a 
limited  range  of  income.   Such  a  "vanishing"  exemption  was 
allowable,  as  it  reasonably  attempted  to  provide  an  exemption  for 
those  who  could  not  pay  the  tax.   However,  the  proposal  of  IP 
would  call  for  a  "growing"  credit,  which  runs  completely  contrary 
to  the  "vanishing  exemption"  law  and  rationale.   Hence,  the  IP 
proposal  is  actually  a  cut  for  the  wealthy  in  the  guise  of 
"reasonable  fiscal  constraints". 

The  HE  method  of  increasing  the  personal  exemption  allowed 
under  the  income  tax  is  certainly  a  more  progressive  approach. 

5.  The  "growth  factor"  approach  to  fiscal  constraint  is 
technically  flawed.   There  are  many  technical  problems  which 
would  result  from  using  the  Bureau  of  Economic  Analysis'  wage  and 
salary  statistics  as  the  basis  for  a  Massachusetts  tax  cap. 
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These  are  some  of  them: 

A.  The  wage  and  salary  number  is  a  statistical  estimate 
which  is  frequently  adjusted.   Therefore,  what  happens 
when  the  numbers  change?   Does  the  revenue  cap  change 
retroactively?  The  IP  and  HE  caps  resolve  this  by  not 
considering  any  revisions  to  the  wage  and  salary  sta- 
tistic.  However,  this  leads  to  other  problems  -  mainly 
that  we  are  not  using  the  "best"  wage  and  salary  estimate 
to  set  the  revenue  cap. 

B.  The  lag  in  calculating  the  wage  and  salary  statistic 
means  our  revenue  cap  is  not  responsive  to  current  econo- 
mic conditions.   Since  the  revenue  cap  would  use  sta- 
tistics that  are  several  years  old,  the  state's 
revenue  boom  or  bust  would  look  exaggerated  merely 
because  current  economic  conditions  are  being  compared  to 
earlier  conditions.   What  is  really  relevant  is  whether 
the  state's  revenues  are  proportional  to  current  wage  and 
salary  levels.   By  comparing  present  revenue  increases  or 
decreases  to  earlier  economic  times,  the  current 
situation  looks  either  better  or  worse  than  it  actually 
is.   For  example,  suppose  current  year  tax  revenues  are 
growing  by  10  percent.   If  the  three  year  average  wage 
and  salary  growth  were  15  percent,  then  it  looks  like  the 
state  is  in  an  economic  slump.   If  the  three  year  average 
were  five  percent,  then  the  current  10  percent  revenues 
would  look  like  a  "gold  rush".   Whether  the  state's 
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growth  in  revenues  is  "fair"  depends  on  how  the  incomes 
of  residents  are  doing  now,  not  what  happened  to  them 
three  years  ago. 

C.  The  growth  factor  ignores  interest  income  and  thus 
underrepresents  allowable  growth.   In  recent  years, 
interest  income  due  to  inflation  has  risen  at  the  same 
time  that  wages  and  salaries  depressed.   This  phenomenon 
has  been  called  "stag-flation" .   Thus,  persons  who  rely 
on  interest  income  -  and  who  tend  to  be  better  off  than 
the  average  worker  -  can  be  doing  well  financially  during 
a  recession  as  long  as  their  investments  are  providing  a 
good  return.   Hence,  the  wage  and  salary  based  cap  might 
call  for  a  tax  rebate  because  wages  and  salaries  were 
depressed,  and  then  send  the  bulk  of  the  rebate  to  those 
who  live  off  investment  income.   The  proposed  tax  cap  is 
thus  flawed,  as  it  acts  to  transfer  money  to  taxpayers 
because  their  incomes  are  relatively  depressed  but  it 
does  not  measure  all  of  their  income. 

D.  The  revenue  cap  is  not  symmetrical.   The  IP  proposal, 
while  being  touted  as  a  fiscally  responsible  way  to 
smooth  the  growth  is  state  expenditures,  is  really  a  one- 
way tax  cut.   The  calculation  using  the  growth  factor 
cuts  taxes  if  revenues  are  too  high,  but  it  does  not 
raise  taxes  if  revenues  are  too  low.   Hence,  on  average, 
the  one-way  feature  ensures  that  allowable  taxes  will  be 
lower  than  actual  taxes. 


-29- 

The  HE  tax  cap,  on  the  other  hand,  would  allow  amounts  in  the 
stabilization  fund,  if  any,  to  compensate  for  years  when  actual 
revenues  were  lower  than  allowable  revenues. 

ALTERNATIVES  TO  A  TAX  CAP 

We  do  not  need  mechanical  tax  reductions.   Last  year  the 
General  Court  enacted  chapter  593  which  will  provide  over  $300 
million  dollars  per  year  in  income  tax  relief  when  it  is  fully 
phased  in.    In  addition,  Chapter  711  of  the  Acts  of  1985  will 
reduce  estate  taxes  by  $20  million.   Hence,  the  General  Court 
has  already  responded  to  the  improved  fiscal  condition  of  the 
Commonwealth  by  providing  a  responsible  level  of  tax  relief. 

Tax  relief  is  not  a  new  found  fad  in  the  Commonwealth.   Since 
the  disastrous  fiscal  crisis  in  1975,  it  has  been  the  general 
policy  of  the  executive  and  legislative  branches  to  hold  the  tax 
line  and  to  cut  taxes  when  feasible.   As  a  result,  the 
Commonwealth  can  no  longer  lay  claim  to  the  unhappy  title  of 
"Taxachusetts " . 

The  issue  of  how  the  Commonwealth  compares  in  tax  burden  with 
other  states  was  recently  studied  by  the  Special  Commission  on  Tax 
Reform.   Since  FY  1982  growth  in  property  taxes  has  been  limited 
by  Proposition  2$.   This  has  caused  the  property  tax  as  a  propor- 
tion of  the  total  tax  burden  to  fall  from  seven  percent  in  FY 
1977  to  just  over  four  percent  in  FY  1984.   Over  the  same  time 
period,  all  other  state  and  local  taxes  have  varied  little  as  a 
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percentage  of  the  tax  burden,  remaining  at  just  over  10  percent 
during  FY  1977-1984.   The  combination  of  limited  property  taxes 
and  stable  remaining  taxes  (which  include  income  and  sales  taxes, 
among  others )  has  caused  the  total  tax  burden  to  drop  from  17 . 7 
percent  of  personal  income  in  FY  1977  to  14.7  percent  in  FY  1984. 

While  public  policy  has  checked  the  growth  in  property  tax 
revenues,  the  income  of  Massachusetts  residents  has  increased 
dramatically.   Between  1977  and  1984,  personal  income  per  capita 
more  than  doubled,  increasing  from  $7,298  to  $14,784.   Total 
state  and  local  revenues  have  not  increased  at  the  same  rate, 
partly  because  of  the  constraints  of  Proposition  2K   Using  FY 
1977  as  a  base  year,  by  1984  personal  income  had  grown  by  110 
percent  while  revenue  collection  had  increased  by  65  percent. 
The  45  percentage  point  difference  accounts  in  part  for 
Massachusetts'  favorable  tax  burden  when  compared  with  other 
states. 

The  comparisons  by  the  Special  Commission  occurred  prior  to 
the  passage  of  Chap.ters  593  and  711  last  year.   Hence,  the 
comparisons,  if  done  today,  would  show  the  Commonwealth  in  even  a 
more  favorable  light. 

Self -Ad justing  Tax  Cap:   The  Senate  Ways  and  Means  Proposal 

Although  further  tax  reductions  by  the  Commonwealth  are  not 
urgently  needed,  the  state  would  benefit  from  stabilized  revenue 
growth  and  increased  reserves.   The  state  is  heavily  dependent 
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on  the  three  "growth  taxes"  which  represent  over  80  percent  of 
its  tax  revenue.   All  three  taxes  are  very  volatile  in  that  they 
are  closely  tied  to  the  state's  economic  condition.   When  the 
economy  is  growing,  these  are  indeed  growth  taxes.   When  the  eco- 
nomy is  depressed,  they  become  "stunted"  taxes.   We  should  not 
forget  the  lessons  of  the  fiscal  crisis  of  1975  merely  because 
the  economy  is  doing  so  well  now.   One  only  needs  to  glance  at 
the  state  of  Texas  to  see  how  fast  booming  state  revenues  can 
disappear  when  the  economy  goes  bust. 

With  these  considerations  in  mind,  the  Committee  recommends 
that  a  Balanced  Budget  Reserve  (BBR)  Fund  be  created  for  the 
Commonwealth.   There  are  many  possible  methods  of  transferring 
monies  to  such  a  Fund.   The  Committee  recommends  the  following 
proposal  be  examined  -  The  Self -Ad justing  Tax  (SAT)  Cap. 

The  Committee's  SAT  Cap  would  be  somewhat  similar  to  the  IP 
cap,  with  two  very  important  differences.   First,  under  the  SAT 
Cap,  the  allowable  growth  factor  would  be  applied  to  the  prior 
year's  actual  tax  collections  rather  than  the  theoretical  allowable 
tax  limit.   Hence,  the  tax  limit  would  differ  from  actual  reve- 
nues only  by  one  application  of  the  revenue  growth  factor.   Thus, 
there  would  be  no  cumulative  " racheting  down"  effect  of  the  tax 
limit.   Each  year  the  base  on  which  the  growth  factor  would  be 
calculated  would  self -ad just  to  the  prior  year's  actual  revenues. 

Second,  the  excess  revenues  calculated  using  the  SAT  cap 
should  be  placed  in  the  BBR  Fund.  This  fund,  plus  interest, 
would  be  allowed  to  grow  until  a  downturn  in  the  economy  required 
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an  appropriation  to  balance  the  books  of  the  Commonwealth.   At 
such  time,  funds  could  be  appropriated  from  the  fund  to  meet 
current  needs.   The  appropriation  could  be  for  the  needs  of 
either  state  or  local  government.   Excess  amounts  which  accumu- 
late in  the  BBR  Fund  would  be  rebated  to  taxpayers  in  a  manner 
similar  to  the  HE  cap. 

If  such  a  SAT  cap  were  adopted,  the  state  which  would  create 
sufficient  reserves  to  weather  almost  any  fiscal  storm.   A  com- 
puter simulation  of  the  impact  of  the  SAT  cap  indicates  it  would 
provide  sufficient  reserves  for  the  state  to  withstand  the  most 
serious  financial  downturns.   (See  Table  5.)   For  example,  if  the 
SAT  cap  had  been  established  as  of  FY  1977,  the  BBR  Fund  would 
ha've  received  contributions  of  over  $775  million  by  FY  1986. 
Accumulated  BRR  Fund  contributions  in  excess  of  five  percent  of 
tax  revenues  would  have  been  used  for  tax  relief  to  the  total  of 
$600  million  during  that  same  period  of  time. 

The  Committee's  computer  simulations  indicate  that  it  is 
possible  to  provide  fiscal  stability  to  the  Commonwealth  and 
moderate  tax  relief  to  taxpayers  without  threatening  the  long- 
term  revenue  base  of  the  state.   The  Committee  believes  that  any 
system  which  provides  for  periodic  savings  from  one-time  surges 
in  revenues  would  smooth  the  budget  cycle  and  provide  resources 
for  a  rainy  day.   Currently,  the  proposed  IP  and  HE  revenue  caps 
are  merely  tax  cuts  in  disguise  which  would  choke  off  the  state's 
resources  and  prevent  it  from  meeting  its  long-term  respon- 
sibilities. 
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The  debate  is  between  those  who  favor  responsible  fiscal 
practices  and  those  who  would  irresponsibly  cut  off  state  govern- 
ment programs.   In  the  presentera  of  Proposition  2£  and 
Gramm-Rudman -Hoi lings,  federal  and  local  government  revenues  are 
capped  and  only  the  state  remains  with  the  resources  to  continue 
to  fund  essential  programs.   If  state  revenues  are  cut  back,  as 
some  people  want,  then  there  will  be  no  level  of  government  left 
as  the  safety  net  for  other  governmental  programs.   It  will  be  a 
victory  of  the  well-off  minority  to  thwart  the  will  and  needs  of 
the  majority.   Representative  democracy  will  be  the  real  loser. 
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TABLE  5. 


Computer  Simulation  of  the  Impact  of  the 
SAT  Cap,  FY  1977  -  FY  1987 


Tax  Abatements  ($  Millions) 


BASE 


FISCAL 


YEARS 


FY 

1978 

1979 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

TOTAL 

1977 

0 

0 

0 

0 

0 

21.5 

193.5 

172.0 

193.5 

21.5 

$   602.0 

1979 

, 

0 

0 

0 

0 

0 

64.5 

215.0 

21.5 

$   301.0 

1981 

0 

0 

0 

64.5 

215.0 

21.5 

$   301.0 

1983 

0 

64.5 

215.0 

21.5 

$   301.0 

1985 

0 

0 

$    o 

Stabilization  Fund  Transfers  ($  Millions) 


BASE 


FISCAL 


YEARS 


FY 

1978 

1979 

1980 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

TOTAL 

1977 

170.0 

0 

0 

0 

0 

0 

204.6 

176.1 

227.1 

0 

777.8 

1979 

0 

0 

0 

0 

204.6 

176.1 

227.1 

0 

607.8 

1981 

0 

0 

204.6 

176.1 

227.1 

0 

607.8 

1983 

204.6 

176.1 

227.1 

0 

607.8 

1985 

» 

227.1 

0 

227.1 

